I.

INTRODUCTION
In the development discourse on Pacific Island Countries (PICs), their public sectors are typically regarded as being excessively large.
1 An earlier World Bank engagement framework for the PICs, for example, described their public sectors as 'bloated' (World Bank, 2005, p. 7) . Moreover, the public sectors in the PICs are frequently said to be so large that they 'crowd out' private sector activity. 2 The earlier World Bank engagement framework, for instance, attributed this 'crowding out' to the relatively large size of their public sectors combined with the sizeable involvement of state-owned enterprises in many economic activities (World Bank, 2005, p. 4) . Reducing the size of public sectors in the PICs, it follows, would provide much-needed space for private sector expansion and result in higher levels of economic growth.
Is it the case, however, that the public sectors of the PICs are 'too big', according to some standard of appropriate size? Moreover, do the public sectors in the PICs 'crowd out' private sector activity? This paper seeks to address these two questions, and in so doing it poses a third: do these questions even represent useful approaches to analyzing the public sectors of the PICs? The paper argues that there is not a good case for supposing that the public sectors of the PICs are excessively large, when the challenges of public administration and public service delivery in such small, remote, dispersed and divided states are taken into account. Rather than being preoccupied with their size, it would be more useful to focus on whether the resources available to the public sectors in the PICs are being used efficiently and effectively to provide an adequate range and quality of administrative functions and public services. The paper also argues that -at a general level -the case for the crowding out of private sector activity in the PICs is not particularly compelling. This does not mean that specific segments of public sectors in individual PICs have not crowded out private firms in particular economic sectors, but that the argument that private sectors in the PICs are small because public sectors are large is not very sound. The paper suggests that it would be more useful to focus on the trade-offs for the private sector of public sector engagement in any given administrative function or area of service delivery.
Before proceeding, it is worth noting a kind of paradox that -while not unique to the PICs -is certainly characteristic of them. At the same time as their public sectors are described as being excessively large, capacity is found to be unacceptably low and increased staffing is recommended in virtually every assessment that is conducted of a public sector function or service in the Pacific. Typically, the public sectors of these relatively newly independent states are regarded as works-in-progress -still being in the process of growing into institutions that are capable of supporting fully-functioning sovereign states. How is it that the public sectors of the PICs can simultaneously be found to be too big and too small? This paper will offer an explanation of this paradox, in the Pacific context.
II. THE SIZE OF PUBLIC SECTORS IN THE PICS
A. The size of public sectors in small states
In the academic literature on small states, it is widely acknowledged that small states require relatively large public sectors because they are unable to take advantage of economies of scale in public administration. 3 This stems from the fact that the provision of public goods and services is subject to a minimum scale -that is, there is a certain scale where this provision cannot be further divided, even if the need for the good or service is not sufficient to fully utilize what is being provided. There needs to be one teacher, for instance, even if there are only a handful of students; a forensics unit can have one fingerprint machine, but not half a fingerprint machine; and physical port infrastructure must exist all year, even if ships use it on only a handful of days.
If the use to be made of a public good or service is not sufficiently large for it to exceed that minimum scale, a state will not be able to take advantage of economies of scale in providing that good or service, making its provision disproportionately costly.
In surveys of the size of public sectors in different states, it is evident that small states do indeed tend to have proportionately larger public sectors than do larger states. Using a global data set, Medina Cas and Ota (2008, pp. 6-7) show this for government expenditure and the public service wage bill as a share of GDP. Using a data set for the Americas, Carrizosa (2007) makes the same point not only for government expenditure and the public sector wage bill, but also for the number of public sector workers as a share of the labor force. Table 1 presents summary data for developing country members of the World Bank that are small states, defined by populations of fewer than one million people. 4 As the table shows, the populations of these small states vary in size from Tuvalu (with about 10,000 people) to Fiji (with just over 880,000 people). The average population of these states is just under 340,000. While their economies also vary considerably in size, their very minute scale is clear from the fact that the average GDP of these small economies is less than 1 percent of the average GDP of non-small middle-income countries (MICs). The vast majority of these small states are island states. Their per capita income levels vary substantially, from Comoros at US$ 880 to The Bahamas at US$ 20,600, but most are classified by the Bank as MICs. While the size of their public sectors also varies, these tend to be larger than the average for non-small MICs.
B. The size of public sectors in the PICs
If we look specifically at the public sectors of the PICs, we can see that they tend to be larger not only than the public sectors of non-small MICs, but also than the public sectors of other small states. There is, however, considerable variation in the size of public sectors among the PICs. Charts 1 to 4 present these comparisons for different measures of public sector size: total expenditure as a share of GDP; current expenditure as a share of GDP; the public service wage bill as a share of current expenditure; and the public service wage bill as a share of GDP. None of these measures is unproblematic in itself, 5 but they do paint a broadly similar picture of the trends in comparative state size, lending some credence to those trends.
Looking first at Chart 1, on average the public sectors of the PICs appear to be considerably larger than those of other small states, which are in turn larger than those of non-small MICs. These cross-country comparisons of total expenditure to GDP are potentially problematic, however, to the extent that countries differ in the manner in which donor-funded expenditure is included in the government budget. The considerable variation in public sector size among the PICs indicated by the chart, is made particularly stark if we separate the PICs into categoriesthe five PICs whose expenditure is roughly in line with other small states (Vanuatu, Fiji, Tonga, Samoa and the Solomon Islands -labelled the 'PICs-5'), the three US Compact PICs with higher expenditure (Palau, the Marshall Islands and the Federated States of Micronesia -the 'PICs-3'), and the two PICs with higher expenditure still (Kiribati and Tuvalu -the 'PICs-2').
If we look at the comparison based on current expenditure as a share of GDP in Chart 2, we see a similar pattern to that in Chart 1, except that the average size of non-PIC small states and nonsmall MICs is similar by this measure. This measure overcomes the potential problem that donor-funded expenditure causes the total expenditure measure, given that donor expenditure tends to be dominated by capital projects. But this measure only tells part of the story of state size, because it excludes capital expenditure. That exclusion appears to be significant, given that the contrast between Charts 1 and 2 indicates that capital expenditure is a key driver of the larger size of public sectors in small states. The pattern of variation among PICs in Chart 2 is similar to that in Chart 1. The difference is that the exclusion of capital spending eliminates the difference between the average state size for the PICs-5 and non-PIC small states. But the PICs-3 and PICs-2 groups are still markedly larger than non-PIC small states in terms of current expenditure.
If we look at the public service wage bill as a share of current expenditure in Chart 3, we see a much greater degree of uniformity among small states. While there is some variation, it seems as though different small states have settled on a roughly similar mix of labor and non-labor current inputs to public service provision. The input mix in small states does, however, appear to have a higher proportion of labor inputs than is the case for non-small MICs.
Finally, if we look at the public service wage bill as a share of GDP in Chart 4, we can see a similar pattern to that observed in Chart 1. Measured by their wage bills, the public sectors of the PICs appear to be larger on average than the public sectors of non-PIC small states, which are in turn larger than those of non-small MICs. There is considerable variation among the PICs, however, with the higher average for PICs driven by the PICs-3 and PICs-2 groups.
It would be useful to also be able to compare the number of public servants as a share of the population across states. But the available data has such limited country coverage and is so inconsistent -with respect to the categories of public servants and other public sector workers (including state-owned enterprise employees) that are included in it -that a reliable comparison has not yet been possible.
C. What explains the size and variation of public sectors in the PICs?
As we have already discussed, the provision of public goods and services is subject to a minimum scale and will be disproportionately costly if the need for the good or service is not sufficient to fully utilize that minimum scale of provision. Of course, the need for public goods and services in small states will not be insufficient to exceed the minimum scale of provision in all public goods and services. Instead, the extent to which small states will not be able to take advantage of economies of scale in the provision of public goods and services will depend on a number of factors, including the particular size and geography of the state in question and the specific public function concerned.
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Empirical evidence about the extent to which economies of scale matter in local government activities (where the populations covered are comparable to those in most small states) is quite useful in this respect. In a review of this evidence, Bish (2001, pp. 14-15) found most researchers to conclude that economies of scale could not be fully realized in approximately 20 percent of local government activities. This finding was valid for jurisdictions with populations at or above 10,000 to 20,000 people. It suggested that for approximately 80 percent of local government activities (like local roads, general teaching and general policing), economies of scale could be fully realized even with very small populations. But the remaining 20 percent of activities were disproportionately costly to provide because economies of scale could not be fully realized. For local governments, these tended to be specialized services that were needed only infrequently (homicide investigation services, for instance) and those with large capital requirements (water and sewerage services, for instance).
This empirical evidence from local governments suggests that the proportion of public functions in which small states will not be able to take advantage of economies of scale is likely to be significant. For local governments, it was about one in five activities. It seems plausible to argue that more of the types of functions handled by small states -as opposed to local authorities -will be ones where economies of scale can be realized only at quite a large scale (Baker, 1992, p. 7) . Examples include major transport, energy and water infrastructure, court systems, consular services, defense services, legislative formulation, and general policy-making work -both in the core of the administration and at the policy level across all sectors. Thus, even for small states that have larger populations than the average local government (increasing the proportion of functions where they can take advantage of economies of scale), we would expect a higher proportion of the types of functions they handle to be subject to quite large minimum scales.
It also seems plausible to argue that small states with populations that are extremely small, thinly dispersed or territorially divided are likely to encounter a greater range of public functions in which they are unable to take advantage of scale economies than other small states. Not only will small states that have extremely small populations be unable to take advantage of economies of scale in the provision of a greater proportion of public goods and services than other small states, in many small states total population may understate the extent of the challenge faced. Where populations are thinly dispersed -rather than concentrated in one or a few major settlements -or where they are divided over many separate territories -as with the islands of an archipelagosmall states will be less able to take advantage of scale economies in public administration than their total population figures would indicate (Brock, 1988, p. 305; Cox, et al., 2007, pp. 34-35; World Bank, 2011, p. 11) . In such contexts, small states may not even be able to exploit economies of scale in the provision of local roads, general teaching or general policing servicesactivities that account for large shares of public personnel and spending and where economies of scale can normally be exploited with fairly small populations.
There is a further reason to expect public administration to be disproportionately costly in some small states. Where these states are characterized by insularity (typically because they are islands), their private sectors cannot take advantage of economies of scale, making the production of non-tradeable goods and services disproportionately. Where these states are also remote from major markets, the costs of tradeable goods and services that they face will also be higher, because of high transport costs. To the extent that non-tradeable and tradeable goods and services are inputs to government activity, this will inflate the input costs faced by public sectors in such small remote states, pushing up government expenditure and/or prompting governments to adopt input mixes with a higher proportion of labour relative to other inputs (Srinivasan, 1986, pp. 211, 213; Streeten, 1993, p. 199; Winters & Martins, 2004, pp. 369-375; Medina Cas & Ota, 2008, pp. 13-14; World Bank, 2011, pp. 11-13) . The smaller and the more remote the state, thus the more pronounced the lack of economies of scale and the higher the transport costs, the greater this cost inflation could be expected to be. Where small states are themselves internally spread over large distances -as some archipelagos are -this cost inflation is likely to be even larger (World Bank, 2011, p. 11) .
In general, then, we could expect that the smaller the state is, the more dispersed or territorially divided its population is, and the more remote the state is from large markets, the more disproportionate will be the cost of providing public goods and services. Might variations in these factors help to explain the two observations made earlier in the paper, first that the public sectors of the PICs tend to be larger than those of other small states, and secondly that there is considerable variation in the size of public sectors among the PICs? Table 2 presents summary   8 data on some possible indicators of these factors for the PICs and the other island countries among the small states listed in Table 1 .
We can see from the table that the average population size of the PICs sits between that of the small island states of the Caribbean and the other small island developing states that are members of the Bank. On average, the populations of the PICs are somewhat more thinly spread than those in the other two groups, as indicated by the proportion of the population living in settlements of 10,000 people or more. The populations of the PICs also tend to be spread over more territorial subdivisions than those in the other two groups, as indicated by the number of inhabited islands -with a very stark contrast between the PICs and the Caribbean, where many states consist of only a single island. In terms of the geographic spread of these states, the PICs again appear to be the most dispersed of the groups by a large margin, as indicated by their exclusive economic zones (EEZs). The PICs are also markedly more remote from major markets than the other groups, as indicated by a measure of remoteness that weights the distance of a given country from every other country in the world by the GDP of those other countries, so distances from large markets weigh more heavily than distances from small markets.
To provide a graphical illustration of the differences in these factors both between the PICs and the other two groups, and among the different PICs, we can construct an index of remoteness and dispersion. The different indicators presented above are merely different ways of looking at the same core factors of remoteness and dispersion, and thus overlap in many ways. The ones most strongly correlated with public sector size are the indicators of remoteness and geographic spread as measured by EEZs. The construction of an index from these two indicators is done simply to combine them into one variable, in order to more easily illustrate its relationship with the size of public sectors, at the same time as the relationship between population and the size of public sectors is considered. 7 The closer the index is to zero, the smaller is the degree of remoteness and dispersion of that country; the closer the index is to one, the greater is the degree of remoteness and dispersion. Details about the construction of the index are provided in Annex 1.
The most striking aspect of Chart 5 is how distinct the PICs appear to be from the small island states of the Caribbean especially, but also from most of the other small island developing states that are members of the Bank -once remoteness and dispersion are taken into account through the index. The PICs occupy the upper part of the chart (indicating a range of population sizes but a generally higher degree of remoteness and dispersion), while the Caribbean islands tend to be concentrated in the lower part of the chart (with a generally lower degree of remoteness and dispersion) and the other islands are mostly concentrated in the right hand part of the chart (indicating generally larger populations, with varied degrees of remoteness and dispersionthough typically lower than for most PICs).
Chart 5 indicates that most of the PICs with very large public sectors are both very small and have a high degree of remoteness and dispersion. The PICs that have smaller public sectors tend to be those with larger populations or lower degrees of remoteness and dispersion. While these trends are by no means unwavering, we should not really expect them to be. The indicators underpinning the chart are fairly crude attempts to capture some of the factors that might inflate the cost of public service delivery in small island states, and the two indicators of remoteness and dispersion are arbitrarily attributed equal weight when aggregated in the index, so the results should be expected to be indicative only. Moreover, only a few factors contributing to public sector size are captured in the chart, so it inevitably misses many other factors that might be significant in individual country cases (the post-conflict status of the Solomon Islands, for instance, or the challenges of service delivery across its nearly 350 inhabited islands, which the use of the EEZ indicator for dispersion probably understates). Still, however imperfectly, remoteness and dispersion do seem to play a role in explaining both the larger size of public sectors in the PICs relative to other small island developing states, and the variation in public sector size among PICs.
Chart 5: Total Expenditure to GDP, Population, and Remoteness and Dispersion
Note: Size of bubbles indicates total expenditure as a share of GDP
An additional consideration to bear in mind when interpreting Chart 5 is that what we see in it as the sizes of public sectors in these states is not, of course, some equilibrium or ideal size, but their actual size at present -which is constrained by, among other factors, the resources available to each state. In part, the resources available to each state might reflect the challenges of public administration in such small, remote and dispersed states, to the extent that these considerations influence the amount of development assistance that their development partners provide them with to supplement the domestic sources of revenue of these states. But that reflection will not be perfect, making it likely that at least some of the states shown in the chart may in fact need to expand their public sectors in order to provide an adequate range and/or quality of public goods and services, but be unable to afford to do so due to their constrained resources. Vanuatu might be a case in point here -faced with the considerable challenge of providing public services across 65 inhabited islands -where the size of the public sector we observe may not be large enough to provide an adequate level of services.
Overall, this analysis suggests that there may well be very good reasons for the large sizes of the public sectors observed in many of the PICs. That is because most of those PICs are either very small or have a very high degree of remoteness and dispersion. In this way, they are quite distinct from most of the other small island developing states that are members of the Bank. The arguments made above about why public service delivery might be even more disproportionately costly in states that are very small, have populations that are widely dispersed or territorially divided, and that are very remote from large markets, do appear to be roughly borne out in the evidence of actual public sector sizes in the PICs.
As a corollary of this, it would not seem to be particularly useful to continue to focus on the question of whether the public sectors in the PICs are 'too big' relative to some standard of appropriate size based either on averages for small states or averages for countries of similar income levels. Instead, the challenges of public service delivery in PIC contexts require that serious attention be paid to the implications for public sectors that arise with populations that are very small, widely dispersed or territorially divided, and that arise from remoteness from major markets. 8 As the final section of this paper will explore, it would be much more useful if attention were focused in the PICs on the extent to which their public sectors are carrying out their administration functions and providing public goods and services efficiently and effectively in their particular contexts, given the resources available to them.
III. THE 'CROWDING OUT' OF PRIVATE SECTOR ACTIVITY IN THE PICS
A. The arguments for public sectors 'crowding out' private sectors in the PICs
On the basis of being regarded as 'too big', the public sectors in the PICs are frequently said to be 'crowding out' private sector activity. In this context, the term 'crowding out' is not applied with its typical meaning of public sector deficits raising the cost of capital and thus reducing private sector investment. In most PICs, it is development assistance -rather than domestic debt -that usually finances the bulk of their fiscal deficits, and in any case the monetary policy transmission mechanisms in most PICs have been found to be quite weak (Yang, et al., 2011) , suggesting that the impact on private sector credit of additional government demand for domestic financing would likely be fairly limited. 9 Nor does the term 'crowding out' tend to be used to refer to the public sectors in the PICs placing an excessive tax burden on their private sectors, because for most PICs it is some combination of development assistance and natural resource rents -rather than tax revenues per se -that enable them to afford their relatively high levels of public sector expenditure (see Chart 6).
Chart 6: Aid flows and natural resource rents play key roles in financing expenditure in most PICs
Source: World Bank staff calculations, using IMF data
In the context of the PICs, there is a general sense in which the term 'crowding out' refers to public sector employment being sufficiently large that it prevents the private sector from using those labor inputs. But if this were the case, we would expect to see tight labor markets and little unemployment in the PICs. In reality, the situation in the PICs is precisely the reversewidespread unemployment and underemployment is a pressing concern. In recognition of this, the arguments for 'crowding out' are sometimes presented more specifically, in ways that seem to better fit economic reality in the PICs. There are three main ways in which this is done.
1. Public sectors in the PICs are too large, in the sense that they pay public servants wages that are too high (a situation that is made possible by large aid flows in the PICs), thus inflating the general wage level in the economy and rendering uncompetitive private sector enterprises that would have been competitive if the wages were lower, 10 thereby lowering the level of economic growth (Duncan, et al., 1999, pp. 8-13; World Bank, 2005, p. 4; Duncan & Gilling, 2005, p. 17; UNESCAP, 2007, pp. 17, 59 ).
9 Typically, any remaining deficits in the PICs reflect development projects that are financed by external loans (or in the case of Kiribati and Tuvalu are deficits financed by earnings from or drawdowns of sovereign wealth funds). 10 In parallel, the large aid inflows support higher exchange rates, so these do not adjust downwards to lower wages by international standards and thus correct for the lack of competitiveness of private sector enterprises. (Such higher exchange rate would also raise the cost of imports and thus of public sector service provision using imported inputs.) 13 2. Public sectors in the PICs are too large, in the sense that they are involved in too many sectors of the economy that provide key infrastructure services to the private sector. 3. Public sectors in the PICs are too large, in the sense that they control too high a proportion of the capital stock of the economy (including as it is tied up in state-owned enterprises), lowering the level of economic growth because the public sectors (including state-owned enterprises) achieve a lower rate of return on that capital than the private sector would do -with regulatory barriers to entry or subsidies to public sector providers preventing the private sector from entering and competing effectively in these areas of activity (Asian Development Bank, 2008, pp. 9-10).
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Each of these three arguments revolves around a central theme of competitiveness. In the first and second arguments, private sector firms that would be competitive in PICs are rendered uncompetitive because excessive public sector wage levels or inefficient state-owned enterprises that provide key infrastructure services raise the cost of labor and other production inputs. In the third argument, private sector firms that would otherwise be competitive simply do not exist, because the public sector controls the capital that these firms would otherwise utilize (a worse outcome for the economy because the public sector uses that capital inefficiently).
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B. How valid are the arguments for 'crowding out' in the PICs?
Turning to the question of how valid these three arguments for crowding out are in the PICs, at a general level, it is apparent that the answer must be a matter of degree. It is necessarily true that if the input costs of businesses in the PICs were reduced (whether through lower wages, lower costs of infrastructure services, or both), some potential private sector firms at the margin that could not be competitive previously would become competitive. A key question, therefore, is whether there is reason to expect that there is a significant mass of potential firms occupying those margins in the PICs. Those margins would be delimited by the kinds of reductions in the general level of wages in the PICs that the first argument for crowding out suggests would result from a lowering of aid that leads to a reduction in public sector wages (either directly or via the depreciation of exchange rates), and/or by the kinds of reductions in the cost of infrastructure services that the second argument for crowding out suggests would result from the privatization of state-owned providers. Similarly, there is the question of how significant would be the increase in returns on capital anticipated under the third argument, if some of the capital stock that is currently controlled by the public sectors in the PICs were transferred to private hands.
The key piece of evidence to consider in respect of these questions is that provided by Winters and Martins (2004) , who seek to quantify the competitiveness disadvantages of production in small remote states. 13 As explained earlier in this paper, we should expect that production costs for non-tradable goods and services will be higher in small states because it is not possible for them to exploit economies of scale or scope in production. This would also push up costs for firms that use these non-tradable goods and services as inputs to their production processes. For tradeable goods and services, the small size of a domestic economy does not -in itselfpreclude the exploitation of economies of scale or scope in production, because firms can trade internationally and thereby gain access to large markets for their products. Similarly, they can import the tradeable inputs they require from large markets. But where a state combines very small size with extreme remoteness from major markets 14 -as the PICs do -the costs of international trade can make access to global markets prohibitively costly, in which case the size of the domestic economy can act as a binding constraint on firm productivity. Their firms would then face high input costs (whether due to lack of economies of scale in domestic production or high transport costs for imported inputs), and high transport costs for their goods and service exports. It is, therefore, the combination of very small size and extreme remoteness from major markets that pushes up production costs in these states. As Chart 7 illustrates, the PICs are quite unique in the combined challenges of small size and remoteness that they face.
To quantify the competitiveness disadvantages of production in small remote states, Winters and Martins (2004, pp. 365-378) estimate cost inflation factors for three representative industries using a specially collected global dataset. The resultant cost inflation factors, illustrated in Chart 8, are shown for three examples of states with different population sizes -12,000 people, 197,000 people, and 1.6 million people. In each instance, the cost inflation factors indicate the additional costs of production in the relevant industry and state, as a percentage of the costs of production in the median country (with a population of just over 10 million people). As the chart shows, for states as small as most PICs, these cost inflation factors are severe, making it unlikely that productive activity in such states could be competitive at the prices that prevail in competitive global markets (ibid). It is important to note that these severe cost inflation factors are not limited to the production of goods; they are also significant for service industries due to the higher costs of the non-tradeable and tradeable inputs that service industries utilize.
Chart 7: The PICs are unique in their combination of small size and remoteness from major markets Source: World Bank staff calculations, using WDI and CEPII (2005) data.
Chart 8: Production in small remote economies can face severe cost inflation
Source: Winters and Martins (2004, p. 373) One particular aspect of Winters and Martins' findings is especially critical to the arguments about 'crowding out' in the PICs. Winters and Martins (2004, pp. 372-374) calculate what it would take for economic activity in small remote states to be competitive at the prices that prevail in competitive global markets. For the example of a state with a population of just under 200,000 (smaller than Vanuatu, and a little larger than Samoa), production would only be competitive with that in the median state if wages were about 60 percent less than those in the median state or returns to capital were more than 90 percent less. In the example of a state with a population of 12,000 people (smaller than Palau, and a little larger than Tuvalu), where the cost inflation factors are much more pronounced, production would not be competitive with that in the median state even if labor or capital were not remunerated at all. Even in the example of a state with a population of around 1.6 million (nearly double the size of the largest PIC -Fiji), where the cost inflation factors are more muted, production would only be competitive with that in the median state if wages were about 20-25 percent less than those in the median state, or capital earned 30-40 percent less than that in the median state.
Overall, Winters and Martins' findings do not imply that economic activity in states as small and remote as the PICs cannot be globally competitive. Certainly, the findings suggest it is unlikely that production could be competitive at the prices that prevail in competitive global markets. But if firms can secure some form of market rent or premium price, they could potentially cover their higher production costs (Winters & Martins, 2004, pp. 365-378; World Bank, 2011, pp. 9-13) . Markets rents or premium prices tend to be available in markets for natural resources, have the potential to be secured in markets for goods and services that capitalize on natural endowments (like tourism services that capitalize on distinctive geographical characteristics), and to a more limited extent may be captured in particular niche markets. So in general, the PICs have the potential to be competitive in export areas where the available rents associated with the use of their scarce natural endowments are sufficient to cover their higher costs of production.
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While Winters and Martins' findings do not imply that economic activity in states as small and remote as the PICs cannot be globally competitive, they do suggest a significant narrowing of the set of feasible economic opportunities for such states. In such small and remote states, it would not seem plausible to assume that a significant mass of potential firms are at the margins of competitiveness, and would become competitive with the kinds of general wage reductions that might result from lower levels of development assistance, or the kinds of other input cost reductions that might result from the privatisation of state-owned infrastructure service providers. The types of productive activities that can secure market rents or premium prices to cover the higher production costs in small remote states are fairly narrow -mainly to be found in natural resource or endowment-based industries, and to a more limited extent in niche industries. In these areas, we could certainly expect that modest reductions in production costs may enable some firms at the margins to be competitive. But outside these few areas, where firms need to be able to cover their production costs at the prices prevailing in competitive global markets, Winters and Martins' findings suggest that modest reductions in production costs in such small remote states will not be sufficient to make firms competitive. Thus, we do not have a good reason to expect that a significant mass of firms across the economy will become competitive with the kinds of wage or other input cost reductions expected according to the arguments for crowding out in the PICs. This is because in the smaller states in Winters and Martins' estimates, modest wage reductions would not alter the fundamental competitiveness challenges facedonly very dramatic reductions would have the potential to do so -hence we should not expect these kinds of reductions in the public sectors of the PICs to have a transformational impact on their private sectors. Similarly, Winters and Martins' findings suggest that capital would have to receive virtually no or even a negative return for productive activity in industries that do not capture some form of rent or premium price to be competitive, implying that the fundamental constraints on returns to capital in states like the PICs are driven by small size and remoteness, rather than public or private ownership per se.
At a general level, therefore, the argument that the private sectors in the PICs are small because their public sectors are large, does not appear to be very sound. At the margins, some private sector firms could be expected to become competitive if public sector wages fell, driving down the overall wage level in the economy, or if the privatization of infrastructure service providers in the context of effective competition and regulation reduced other business input costs. This effect could be expected to be more marked in the larger PICs. But even so, for the reasons explored above, the impact is likely to be quite limited and confined to a fairly narrow range of sectors. Overall then, we could conclude that the extent to which relatively large public sectors in the PICs are crowding out private sector activity in some general sense is quite limited. That does not mean that specific segments of public sectors in individual PICs are not crowding out private firms in particular economic sectors -that could well still be the case. But at the more general level at which the crowding out arguments are typically made in the PICs -that their private sectors are small because their public sectors are large -these arguments do not seem to be particularly compelling.
In addition, it is important to recognize that reducing the size of public sectors in the PICs -in order to provide much-needed space for private sector expansion in accordance with the crowding out arguments -is likely to involve significant trade-offs. This is because at the same time as their public sectors may be crowding out private sector activity (albeit to a quite limited extent), they are also crowding in private sector activity, as the next section explores.
C. The arguments for public sectors 'crowding in' private sectors in the PICs
We have already seen that in most PICs, total government expenditure and the public service wage bill represent fairly large shares -and in some cases extremely large shares -of GDP (see Charts 1 and 4). What this means for most PICs is that the government is a very important source of demand in the economy. Public sector procurement (including public sector procurement for development projects funded by development partners) is a direct source of demand for the goods and services provided by private sector firms. The wages paid to public servants are also an indirect source of demand for the goods and services provided by private sector firms. Given how large total government expenditure and the public service wage bill are as shares of GDP in most PICs, a significant proportion of the private sectors in these states provide goods and services to the public sector, public servants, or the members of the extended families of public servants with whom their wages are shared.
Thus, alongside considerations of the extent to which the relatively large public sectors in the PICs may be crowding out private sector activity at a general level, it is important to consider the extent to which they may be crowding in private sector activity at the same time. For example, if public expenditure fell via a reduction in public service wages (in line with the first argument for crowding out), there would be a trade-off for the private sector between the benefits of a generally lower wage level in the economy and the emergence of some newly competitive firms in a fairly narrow range of sectors (as explored above), and the costs of reduced demand for the goods and services of a range of firms for which public servants are an important customer base. Given the significance of public sector employment in the labour markets of many PICs, 16 these costs might be quite considerable. If some activities previously undertaken by the state or stateowned enterprises were transferred to private hands (in line with the third argument for crowding out), the private sectors would certainly increase in size as these activities were relabeled. It is also possible that there may be efficiency improvements in these activities, if the privatizations occurred in the context of effective competition and regulation, which could likewise prompt the emergence of some newly competitive firms in a narrow range of sectors. But this would not necessarily mean that private sectors in the PICs would be any more independent of public sector demand than they were previously, nor subject to a significantly different growth dynamic. The growth dynamic in these economies would still derive from the natural resource or niche market based industries in which these small remote states have the potential to be globally competitive.
In assessing the likely implications of reducing the size of the public sectors in PICs, in order to reduce the extent to which they crowd out private sector activity, the potential positive and negative implications should both be taken into account. Which side the balance would lie on would be specific to individual downsizing proposals and country contexts. The point being made here is simply that it is important not to focus exclusively on crowding out, and ignore the extent to which public sectors in the PICs are also crowding in private sector activity. One of the key findings of the Asian Development Bank's (2009, pp. 12-14, 20, 28-32) evaluation of public sector reform programs in the PICs, was that it was unrealistic for it to have been assumed that a reduction in the size of public sectors in the PICs would trigger an expansion in their private sectors and thus the reemployment of retrenched public sector workers -including because the dependence of the private sectors in many of these PICs on public sector demand and the constrained growth opportunities for the private sector in such small states.
In summary, then, we have argued that -at general level -the extent to which the relatively large public sectors of the PICs are 'crowding out' private sector activity seems likely to be quite limited and that the flip-side of this situation must also be taken into account. That is, there is also an extent to which the public sectors in most PICs are 'crowding in' private sector activity. It is certainly true that the private sectors in most PICs are quite small, but this paper suggests that this is probably not primarily because the public sectors are large. Instead, the private sectors are small per se. The key driver of the small size of private sectors in most PICs is likely to be the narrow set of feasible economic opportunities available to states that are so small and so remote from major markets. It is this -rather than the large size of their public sectors -that is likely to be the key constraint on the range of feasible private sector activity.
IV. IMPLICATIONS FOR PUBLIC SECTOR REFORM IN THE PICS
This paper has argued for a shift in the focus of debate on public sectors in the PICs, away from what have until now been the predominant questions of whether their public sectors are 'too big' and are thereby 'crowding out' private sector activity. It would be more appropriate and more constructive for the agenda to be refocused on the extent to which public sectors in the PICs are being efficient and effective in providing public goods and services to their people and private sectors, given both their particular service delivery contexts and the resources available to them. In parallel, the rationale for public sector reform in the PICs could move away from a focus on reducing the size of public sectors in the PICs, towards a focus on the much more motivating object of enabling them to provide better services to their people and private sectors.
The paper has argued for the critical importance of paying attention to the challenges of service delivery for public sectors in the PICs that arise from having populations that are very small, widely dispersed or territorially divided, and remote from major markets. These factors tend to push up the cost of public service delivery -both in terms of increasing the numbers of public servants who may be required to provide a particular service to a certain standard across the population, and in terms of increasing the costs of that service provision. For any given level of available resources, this may mean that states that are especially small, dispersed or remote have to narrow the range of administrative functions and public goods and services they provide, or lower the quality of those goods and services.
For the public sectors in the PICs to be sustainable, they must be affordable given the resources available to them, but there are several flexible elements of those resources. A number of PICs now have tax regimes that have been assessed as being appropriately comprehensive in terms of sources of taxation, with fairly typical taxation rates. In a few PICs, there is some room for improvement -particularly with respect to increasing the scope of sources of taxation. A number of PICs derive a significant amount of revenue from natural resource rents, especially from fisheries license fees but also from royalties on mineral or forestry resources. Optimizing these sources of revenues is obviously an important way of expanding the scope of what is affordable for the public sector. Finally, most PICs derive a significant amount of their resources from development assistance. With a growing recognition among development partners that achieving a sufficient domestic revenue base to fund an adequate level of public services is at best a long term proposition in the PICs, due to their limited prospects for private sector development at least in the near term, PICs have a relatively long term assurance of continued development assistance. But the size of that envelope is obviously not fixed, and if development partners are persuaded that more resources are necessary to fund an adequate level of public services in the PICs, the scope of what is affordable for the public sectors in the PICs could be expanded.
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Thereafter, any public sector expenditure that incurs a fiscal deficit is only affordable if those deficits are financed by sustainable levels of earnings from sovereign wealth funds or sustainable accruals of debt. These considerations about the semi-flexible nature of affordability need to be kept in mind when references are made to 'given' levels of resources available to the PICs.
What would be the key elements of a refocused agenda on public sectors in the PICs? First, the range and quality of public goods and services being delivered in the PICs should be examined, to assess whether these reflect the key priorities of the countries, given the resources available to their public sectors. Given the challenges of service delivery in such small remote states, the public sectors in the PICs simply will not be able to carry out all of the administrative functions and provide all of the public goods and services that many larger sovereign states do. That makes the choices of what functions and services to undertake -and to what standard -critical. It is particularly important that priority be placed on functions and services that meet core social expectations and that support improvements in living standards -taking in account the feasible economic opportunities of such small remote states -instead of the range of functions and services being determined by imported blueprints of what sovereign states 'normally' do. For instance, given their resource and capacity constraints, it is likely to prove more valuable for public sectors in the PICs to prioritize provision of the infrastructure, regulatory frameworks and business facilitation services that are needed to support the narrow range of economic activities in which they can feasibly be competitive, rather than spreading their resources and capacity too thinly in an attempt to provide such functions and services across-the-board. Inevitably, there will be large gaps in what these public sectors can provide, and it is critical that these gaps are not in functions and services that are essential to the realization of their economic opportunities.
Secondly, given the choices made in the PICs about the range and quality of public goods and services to be provided, the efficiency and effectiveness of this provision should be examined, taking into account the challenges of service delivery in specific country contexts. This amounts to a focus on whether the PICs are getting the best out of their public sectors, given the service delivery challenges that arise from having populations that are very small, widely dispersed or territorially divided, and remote from major markets. The outcomes achieved from specific public services could be examined and, where possible, compared with outcomes in similar contexts -though of course, for most PICs there are very few states of similar size with similar degrees of remoteness and dispersion that can serve as meaningful comparators. But even for a single country, the processes of service delivery could be examined to identify scope for efficiency gains, to help enable the PICs to improve the quality of public expenditure and get more from their public sectors. Particularly where models have been imported or designed on the basis of global best practices, there may well be room to improve the efficacy of public sector functions or services by making them more fit-for-purpose in PIC contexts. It is by no means unusual for public sectors in the PICs to be attempting to carry out unnecessarily complicated functions or activities that are unduly onerous relative to available capacity, 18 which is particularly damaging in the context of such small remote states where the challenges of service delivery mean capacity is already severely constrained.
Thirdly, it would be valuable to focus on a further aspect of whether the PICs are getting the best out of their public sectors, by examining whether there is scope for innovative approaches to public administration to improve the range, quality and outcomes of the public functions provided. Some aspects of public functions or services may be able to be provided more efficiently or effectively on a regional or sub-regional basis, for instance, if this enables economies of scale to be realized in their provision. Alternatively, it may be more efficient or effective for PICs to share some aspects of public functions or services with their larger neighbors. Of course, options for pooling functions or services among the PICs and for sharing functions and services between the PICs and their larger neighbors have been canvassed for decades in the region, with considerable progress made on a number of fronts and an extensive agenda explored for potential future progress. 19 What would be valuable, however, would be for this to become an integral part of the agenda of public sector reform considerations in individual PICs, with a view to them taking the initiative to investigate how pooling or sharing services would enable them to get more out of their public sectors and thus make more strategic use of their resources, rather than its remaining a distinct tranche of work pursued at a regional level.
To conclude, we return to the paradox outlined at the start of this paper -of how the public sectors of the PICs can simultaneously be found to be too big and too small. The public sectors of the PICs have typically been regarded as 'too big' because they tend to be larger than those found in other small states and in other states with similar income levels. But as we have seen in this paper, their large size may well be appropriate -or possibly even insufficient -when the higher costs of service delivery in very small states or states with high degrees of remoteness and dispersion are taken into account. It is in this respect that the public sectors in the PICs are frequently found to be too small -the inability of public sectors to take advantage of economies of scale in a significant proportion of public functions in such small, remote and dispersed states, means that in numerous areas of public administration and service delivery in the PICs there are insufficient public servants or resources to carry them out adequately. To remedy this, priorities within these states would need to shift such that public resources could be realigned accordingly, efficiency would need to improve, or innovative approaches to service delivery would need to be adopted. In the absence of any scope for these options, the public sector would need to be expanded in order for these administrative functions or public services to be provided to an adequate standard. It is this that frequently comes through in assessments of administrative functions and public services in the PICs -with consequent recommendations for increased staffing and resources in these ostensibly excessively large public sectors. 
